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. QEIMION--I--

Tkis appeal is made pursuant to section 25667 of
t'fie Zevsxue and Taxation Code f~oriz the action of the Frzwhise

Tax Board on the p_~otests of Morthl?ift Plan against pro-posed
assessnents of additioml franchise tax ii2 the momts  02
$3,806,0O,, $1,957083L $1,&9,Lt7, aid $lllt03uli5 for the income
years 1957, 1958, 17r9, and 1960, respectively,

&>eeLlant ms incor-ooyated  in California in 1921 zd
'has coztfriuously engaged in 'rusiness in t'his state since that
time, It is authorized to conduct business as az isdustrial,
loan ccrfisany under the kiduSt?ial L0EZul L2.W. (Fii?, Code,
6 $ 18030-188 58, ) A~pezmt
COXt?Ol Of the CCXZissione?

is subject to tke su~emisim end
of COZQO%atioi?s of tne State Of

.Califor2-&5. (Fin, Code, $$ 18002, l&OO,)
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Ameal of FoPthkft  Plan
1

section 18432 of; the F’inar,cial  Code, Appellx3t  i s
spec i f i ca l ly  den ied  “;he right to accept nolrley for f1de20sitr1
or to issue l’certificates of  deposit ,” (Fin.  Code;  § 1840j0 > l

For thei yea?s here comi.dered ', 2.~pell3xt-L  cl2imed 2s
bad debt deductions ths amounts of certain yea,rly additions
to its bad debt reserve acoouzt, ,Qpeliant  Y s ‘outstanding
io,m balances, yearly additions to its reserve, book reserve
balames ‘, cmd  actual  r,et bad debt  losses  mitten of f  for  t’he ‘..
years in questio$  were as follow:

Out standing Addition  to Balance  o f
Loans _ Rese-rve ' Reserve KTs"L LOSSSS

1960 7,001,796054
73,62&35

115,735.51
159.072*65

62,476.31 174~6283.2.

1957 $5,528,726,42 $ 5!_,oc5.92 $
1958
19.5-9

5,413,227.78
7,035,751*74

25,127,94.
$l19,.3k5035 .18,013,93

Responde-nt  deteraized that a rersozable  adG.tio;n to
the  reserve  T*Jas the axount ;?ec&T&red  to ‘&yip&g  the reselve
balaxe to seven te;iths of 1 percerit  of the balc?ce of loaJ?s
outstanding, &pell&qt f s claixed bad debt deductions aiA.d the
mounts allowed by respondent a?e as reflected by the foilosk_i?-g
table :

1957.
:;g

$5 &.96
1960

%,573004
38,683o40

Section 24348 of the Revenue and Taxation’ Code- reads
in pertinent part as foilom:

There slr,al’l be elloxed  as a deduction debts
tLA_c*h  becone 17ortlr;,less within the i n c o m e
year; or, in the -discyetiofi  of the Franchise
Tax Board, a reaso:2abie  addition to a reserve
for bad debts o. p e

The issue presep_ted is pJ:qet'ner  res-9onCez-l  a%usecT its
discretion in 2 efuslng to ailO-;:r  the to t21  ar!lounts deducte.5
by appeL1 na t as additions to its bad debt resewe,, Ra sy oxd.ent : s
deteTyiiya$ion is presuqed correct  ax5 appeil=Qt has tile
“heavy bJ.TdeZ” Of s’howi_ng that t’he zounts allowed were Z.Ot
reasonable additions, (s ~_-LL--. ---e7~’ Coe & Co v. D&lmq 216 3”, 2d 566 i
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A-oneal of Xorthrift Plan

Appellaflt ! s prin cipal contention is that it is a ‘~a~..
end that additions to its reserve .account were M.thin the
guidelines prescribed by the United States Commissioner of
internal Revenue in Mimeograph 6209, 191~7-2 Cum. Bull. 26, and
Revenue Ruling 5%--l&3, 195h1 Cum, Bull. 60. These releases
provide that a bank using
addition to its bad debt

the reserve method may make an annual
reser ve

average of
based upon a moving or fixed

of 20 years
its total’bad debt loss experience for a p-eriod
for federal income tax purposes. Mimeograph 6209

states that: .,+-I.. *

. _‘_.: - .-
T’fle te& II-i~~qJ,sff  2s

banks or tr-ast Co”inaj_es2.
doins business und& the
United States (including

used herein means
incorporated and
1~~s of the
laws relating to

the District of Columibia) 5 of any State,
or of any Territory,
the business of

a substantlai  part  of

deposits
which consists of receiving

and making loans and discounts, .

Revenue Ruling 5%j1;8 added the following sentence to
the 2&‘in-jtior o~‘I~;~~s  :I :

Such term as used in Ximeograph 6207 ar,d
herein does not include mutuai savings banks
not having ca-vital stock represented by
shares , domestic building and loan associations,
or coop erati ve baz&s trit’hout capital s t o c k
organized and operated for rwtual purposes and
VithOUt profit.

Before the adoption of Emeograph 6209, respondent
",zt,iy,f"rce a ruling similar to i.t, xInich Was applied to..*. cCL 2 an -J st2ta yJ x$.; s Q On June 16, 1961> respondent _
published a letter stating that:

Co11 0. .x0, 62c9 0 Im effect the Bo~,;'~~s {re>ent
practice is to fol.l_otfir >~imeogr~_ph 6207 .ii
modified by Revenue Ruling 54-i4-8.
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- _w F_ppellant ,sixbrai$s that its additiops to’ its rese-rve
rmst be approved skce for franchise tax guqoses  res~ondelt  has
authorized the use by b&l-1.,~VS of t’ne method p r e s c r i b e d  by the .
fedeTa rulings, it is respondent’s position that qpellaxt
is not a %2X!?<,  that it did not actually use the method
prescribed  for  banks to  corqute additioss to its rese-rve, &cd
that a$pellaxt has not demonstrated  that respondent abused its

d i s c r e t i o n .
,' J+s zuthority t'nat it is .a b&c, appellmt relies o_"^

federpb-J_  cases holding thzt indxStrial_  loa -cormaxi_es are ~oa~k.s
for excess Profits tax Tuqoses. (,St aunt on I-+.?1_ s+-:ri a.1 Loa-9.il ti
Cop2 1 V, CrpT~.ssj_o~er,  1.23 Y’,

&___?_V_________
__“L\--._^-. -- 2d 930; ~o+d_ss:i.one~~  V. Ve.ll..evl_.-._-__.

Korris Plaz.2, 305 F,2d 610,) The &ef_'illi";-jon  of a b&e& consicepa,s
bx t'nose courts is in section lob(a) of ‘c’ne Internal Revenue

Code of 1939 (now section 581 of the Internal Revenue Code ,
of 195r;L

c
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Atxoeal. o f  Mor-ihrift  Play

The question remains whe”i’ner in t;lze absence of the
automatic application of the method prescri‘bed by Mimeograph 6209
a n d  Fievenue Ruling SLt-148, appellant is nevertheless entitled _
to the deductions under. the statutory standard of a “reasonable
addition, rI -Since  reasonable additions are ailoT?Table  at the, _
discretion of resnondent,  appellant must show that the additions
allowed by respondent ::Tere  unreasonable 0 (P ara,mou:~t Fina~nce Co 6_-_-M.----w - -
v, T3xi_ted  States  .) 3O’t F,2d 460,) Uhere t h e  r e s e r v e  alloy:ed is
adequate in the light of prevailing conditions to cover cu~e:?'c
anticinated  losses there is no abuse of discretion, (&eri ce_Q
S t a t e  !&a& vi U n i t e d  S t a t e s ,  176 It?* Supp: 64, affzd, 279 F.%d
585; &rim-Ko CZTTTfi-2TCe 31 o )

additlozs
Fol1or:in.g  these guides 9 it is apparent-. th;_iethe _

allowed by respondent were reasonable 0 ’ reCo?Q
discloses that tne balance in t’he reserve as allo;Ted by
re s-9onden-l was at all times sufficient to cover actual losses,

-During  the years in question, larger additions could not ‘have
been justi, _fi ed on the basis of appellant: s then recent 10s~
experience and no facts ‘nave been p resented to s’how prospects
of future losses greater than the reserve allowed0

Appel lant  has compared the ratio, of its reserve to
l0m-s O~J_<St~3fijJ_g i:Tj_t’fi _ih,c$ of o_ther 1ozQ coapa;lies &;d has

submitted financial statements Mxic’n tend to show that its
‘reserve was comparable to that of other industria.1  10~~
cox~zzies. It has a_l.so  -pointed out that the Califox~3.a .
Commissioner of Corporations required, a reserve greater than
tinat allowed by respondent,. .

Evidence that ot’her industrial loan comp8nies -rcaintained
comparable bad debt reserves has littie relevancy since
appellantts additions must be based UpoiZ  its OVE 10s~ ex~a-riacz
212-d  a forecast  of losses in the light of its peculiar business
conditions o (FinanciaL Credit Corp,,v. United States, 235 F,
Supp, 274,) The record, moreover; does not disclose that
respondent ‘has approved the reserves~  of tha ot’fle? lO&,Q Co~fi-~~Qies_
for tax purposes, .

The reserve requirement set by the Commissioner of
‘Corpora--L-‘ens like?rise has little- bearing on the reasonableness
of the additions for tax purposes0 The Commissio~~er  * s ~;x?.p32t i
t,hic’n P?as exercised for ot’her than tax pur-Doses,  is not
cue stioned D h-is J-;ci-&y,e.nt, ‘noyever, may no: ‘De

. Is-L’Es+;lzv_+;ed fo-p

‘cihat of re sD ondezt ‘, ' *&Ellnl,tI=&-.X-G:?+. * c
.. of' th_e 3~2;';~ zcd

whic’n alone is c’harged TT!L,~‘~
Coqoya+ion Tzc. i;a\T, I n  fit3-oefi.i  of Pao3le: s-__“--__-.-.__.-

‘:~?~~~_:~a  _ _e ~.?32 s 3 Ti_d r,rJa._n---,7:1-------- _t. $ * p -f-l 3---.----.-‘2-r; Cz.1, St, Bd, o f  Zqual,,
June 24, 1C/2’/,L:, 0?,re stated that rese-rve requi-7rements I or the
~ro_Lac’~io~~  0~ insL publi(r:  r<Tere  n o t  coy_troll.i:-g f o r  the tazh:
~uryos2  0: ccqctii2.g  n e t  incsxe.
Eedaral Sc?vi-Qgs and Loan. :J_ss:n,

(See also, Bellefontsi~e_
z-_-m 33 ToC, 8GY.J
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Ye conciude th2.t -resoondent  did not a b u s e  i t s
discretion in reCiucing ap~ellkttxs additiozs to its bad debt
reserve 0 .

ORD”S_--dir

_ .;_ ‘- - Pursuzit to  t’fie views em‘ressed in  rLhe opiE.ion o f :.- -. -
the board ox Tile in t’nis proceedkg, and good cause a-pgearing
therefor >

1s: 1,s HEIWV  ()pLDzz.x?J ) *~~j-((J~C~g  jYJz7J CYJ:c~_TJ~;f)  s pur suafi$
to section 25667 of the 3evez.ue  azid Taxation  Code, that the
act  iolr;, 0P t2c;e Fraxchise ‘Ta;c Board oil the protests or’ Wo~th~b~t
Plai ag ainst proposed assessments of additional  T_r&~chj_se tas
i:l t’ze EL~OIE~S OP $3,806,00, $1,959083,  3,619,ky  4 EXL~
$i,tijOk5 fez the incone yeaks~‘1957,  i958, 1959, and 1960, .
respectively, be zqd the saze is hereby sustained0
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